Implicit in the passage of the Glass-Steagall Act of 1933 is the premise that private market solutions to the conflict of interest problem associated with banks lending to and underwriting for the same firm are unavailable, thereby necessitating regulation. The recent deregulatory effort culminating in the repeal of Glass-Steagall by the Financial Modernization Act in 1999 has raised the issue of the potential for conflict of interest once again. In this paper we illustrate the ability of the market to engender solutions to the problem. In the modern era lending banks use underwriting syndicate structure to credibly commit against perceptions of opportunistic behavior. Lending banks predominantly co-manage their client firm's issue with a high reputation, non-lending underwriter. The market perceives such a syndicate arrangement as credible, rewarding such issues with better prices when compared to issues lead managed by the lending bank. Such syndicate structures and issue pricing regularities are not observed when the underwriting bank does not have a lending relationship. Gross spreads are lower for lending bank-underwritten issues relative to investment bank underwritten issues, suggesting economies of scope associated with information production due to lending. 
Introduction
In the wake of the great depression, it was alleged that banks that could both lend to and underwrite securities for a firm took advantage of the information generated through their lending activities to dump low quality securities on naïve investors thus destabilizing securities markets.
A consequence of the concern that combining lending and underwriting presented a potential for conflict of interest that was detrimental to investors was the passage of the Banking Act of 1933.
Specifically, sections 20 and 21 of the Banking Act, known as the Glass-Steagall provisions effectively prohibited commercial banks from underwriting and dealing in corporate securities.
Implicit in the passage of Glass-Steagall is the premise that private market solutions to the conflict of interest problem were unavailable, thereby necessitating regulation. Kroszner and Rajan (1997) argue against this premise and provide evidence that private market solutions to the conflict of interest problem did indeed exist at the time of the passage of Glass-Steagall.
Succinctly, their argument is as follows: If investors are assumed to be on average rational, then they should price the conflict of interest in their purchase decisions by levying a lemons market discount on the bank-underwritten securities. Banks in turn, hampered in their ability to underwrite securities would find it in their own interest, and hence adopt private solutions to credibly commit against perceptions of conflict of interest. 1 In support of their argument, they document from the pre-Glass-Steagall era that issues underwritten by banks through an internal 1 In competitive markets, in the absence of externalities, banks should internalize the economic costs of all the activities they perform.
securities department (where the potential for conflict is high) obtained lower prices when compared to those underwritten by a separate securities affiliate. As a result of the higher risk premium associated with internal department underwritten securities, banks evolved to housing their securities activities in a separately incorporated subsidiary with its own board of directors thereby using organization structure to credibly commit against perceptions of opportunistic behavior.
In the latter half of the 1980's, faced with increased lobbying by banks that GlassSteagall undermined their competitiveness in a marketplace of increasing convergence of credit and capital markets, the Federal Reserve embarked on a deregulatory effort. Starting in 1987, the Federal Reserve permitted Bank Holding Companies on a case-by-case basis to establish "Section 20" subsidiaries in which to house previously "bank ineligible" activities. These Section 20 subsidiaries were to be separately capitalized, separated from the lending parent by information, resource and finance related "firewalls", and limited in the amount of revenue to be generated from bank ineligible activities. The initial order in 1987 restricted Section 20 subsidiaries to underwriting mortgage-backed securities and asset-backed securities. Underwriting powers were expanded to include corporate debt in 1989 and corporate equity in 1990. The initial revenue cap on bank ineligible activities was set at 5% of the gross revenue of the Section 20 subsidiary. The revenue limits were subsequently raised to 10% in 1989 and to 25% in 1996. The original firewalls that were imposed were also relaxed with a majority of them removed in 1996. Finally in 1999, Congress passed the Financial Modernization Act (Gramm-Leach-Bliley Act), which effectively repealed Glass-Steagall. 2 The deregulation of the Glass-Steagall provisions of the Banking Act of 1933, allowing banks to re-enter securities underwriting, has raised the issue of conflict of interest once again. In a modern analog to Kroszner and Rajan (1997) we provide evidence from the equity issues market that the conflict of interest is indeed priced by investors and that banks internalize this cost by credibly committing against opportunistic behavior through their choice of role in the underwriting syndicate.
Our choice of equity issues for study is driven by the consideration that equity is the most "information sensitive" of all publicly issued securities and hence most susceptible to conflict of interest problems. It therefore allows for an experimental design where the probability of observing credible commitment mechanisms is high. Additionally it allows us to complement the modern evidence on commercial bank underwriting which has been primarily limited to debt securities (Gande et. al. (1997) , Gande et. al. (1999) ).
Comparing the pricing (underpricing) of equity issues underwritten by investment banks and commercial banks, after controlling for factors that affect issue pricing, we find no differences. 3 Closer examination reveals that this is only true when underwriting commercial banks do not face any conflict of interest (that is, when they do not have a lending relationship with the issuing firm). When the potential for conflict of interest exists, bank underwritten issues (when the lending bank underwrites as a lead manager of the issue) suffer an additional 4% underpricing compared to investment bank underwritten issues.
When we examine bank-underwritten issues in greater detail, we find systemic patterns in their underwriting syndicate role that is related to whether or not they have a lending relationship with the issuing firm. Specifically, the proportion of syndicate co-manager roles to lead manager roles for lending banks is about 3 times higher than that for non-lending banks. Logit estimations corroborate this pattern. After controlling for other factors that may affect lead manager selection, the logit results indicate that the main determinant of whether a bank assumes a comanager role in the underwriting syndicate is the presence of a lending relationship with the issuing firm. No such patterns in the syndicate structure are observed when underwriting banks don't have a lending relationship with the issuing firms.
Additionally, we find systemic patterns in the underwriters that banks co-manage with that are related to whether or not they have a lending relationship with the issuing firm. Market share data and league table rankings indicate that when banks have a lending relationship with the issuing firm, they co-manage with high reputation lead underwriters. Specifically, lending banks co-manage with underwriters whose average seasoned equity issue market share is about 9% while the corresponding figure for non-lending banks is 7% and the difference is statistically significant. The top five underwriters based on the industry league tables underwrite 38% of all seasoned equity issues for the sample years. These top five underwriters lead manage 64% of all lending bank co-managed issues. In contrast, these same high reputation underwriters lead manage only 48% of all non-lending bank co-managed issues.
Issue pricing is also systematically related to syndicate structure for bank-underwritten issues. Issues underwritten through a syndicate structure where the lending bank assumes a comanager role alongside an independent lead manager obtain higher prices (about 4%) than those lead-managed by the lending bank. No such pricing differences are observed across syndicate structures when underwriting banks do not have a lending relationship with the firms being underwritten. While no differences in the gross spreads are observed between lending bank lead and co-managed issues, lending bank underwritten issue on average have a gross that is 0.36% lower than that of non-lending bank underwritten issues.
Collectively, our results paint the following picture. The potential for conflict of interest exists when a bank lends to and underwrites securities for a firm. This potential for opportunistic behavior is indeed priced by rational investors who levy a an additional "lemons market" discount of approximately 4% on the price of lending bank underwritten issues when compared to nonlending bank underwritten issues or investment bank underwritten issues. Since the perception that they could use lending generated information to take advantage of investors impairs their ability to effectively underwrite securities for their loan client firms, banks face incentives to credibly commit against such perceptions. We argue that banks mitigate perceptions of opportunistic behavior by co-managing the issue of a loan client firm with a non-lending, high reputation underwriter. Co-managing an issue subject to the conflict of interest problem with an independent lead manager obtains independent certification of the issue on account of the reputation capital of the independent lead manager. The market perceives such a syndicate structure to be credible, rewarding issues subject to the conflict of interest problem underwritten under such a structure with higher prices. Empirically then, when banks credibly commit through syndicate structure the lemon's discount that would otherwise be levied by investors disappears, and no pricing differences are observed between commercial bank and investment bank underwritten issues. The presence of a lending relationship does confer some advantages to the underwriter as evidenced by lower gross spreads are lower for lending bank underwritten issues relative to non-lending underwriters. However given that the information obtained through lending could also be used opportunistically by the underwriter, the benefit in terms of lower total cost of the issue (underpricing plus gross spread) is realized only when the underwriter can credibly commit against opportunistic behavior by co-managing with an independent underwriter (higher prices).
Our findings, in addition to providing evidence that private market solutions do exist for the conflict of interest problem associated with modern bank underwriting, also have regulatory policy implications. The deregulatory effort mandated Bank Holding Companies to house their securities operations in a separately capitalized "Section 20" subsidiary, separated from the lending arm of the parent by resource and information firewalls. If these restrictions were effective in curtailing banks' incentives to engage in opportunistic behavior, or investors perceived it as such, banks would not face the incentives nor take actions to commit against such behavior. More importantly, in the absence of market failure in addressing the conflict of interest problem, regulatory interventions may result in welfare losses to the extent that banks are not able to realize potential scale and scope economies due to operational restrictions that may result in lowering the cost of capital to firms.
The rest of the paper is organized as follows. In the following section we develop the conflict of interest problem associated with bank lending and underwriting, the incentives for banks to credibly commit against such perceptions, and syndicate structure as a credible commitment mechanism. In section 3, we detail our sample construction. Our empirical results are presented in section 4 with robustness checks in section 5. Section 6 concludes.
Conflict of interest and credible commitment
Commercial banks produce information about a firm when they lend to it, either through the credit evaluation process associated with making a loan or through the ex-post monitoring to ensure repayment that accompanies the loan. This information is private (unavailable to the market) and can serve as a source of considerable advantage to banks when it comes to underwriting securities for their loan client firm. They can use this informational advantage to enhance their effectiveness in underwriting, benefiting both the issuer and investors. For instance, relative to investment banks, their due diligence costs may be lower resulting in superior "certification" of the issue to potential investors resulting in better prices for the firm (Puri (1999) ). Alternatively, they can use this informational advantage to benefit themselves (and the issuer) at the expense of investors -a "conflict of interest". The conflict of interest can manifest itself in essentially two ways -the bank can issue securities for the firm to fund repayment of its loan upon recognizing the deteriorating prospects of the firm (moral hazard) or can "cherry pick"
by funding the low credit risks through loans and underwriting the high credit risks (adverse selection).
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Rational investors recognize the possibility of conflict of interest and levy a lemon's discount on the price of the bank-underwritten securities. Evidence that rational investors indeed behave this way is provided by Kroszner and Rajan (1997) and Hamao and Hoshi (1999) . Kroszner and Rajan (1997) document from the pre Glass-Steagall era that issues underwritten by internal securities departments of banks (where the potential for conflict of interest is high) obtain lower prices than those underwritten by separately capitalized securities affiliates of the lending parent. Hamao and Hoshi (1999) studying the recent Japanese experience with allowing commercial banks to underwrite securities find that investors price issues underwritten by bank 4 For a detailed account of the various benefits and costs of combining lending and underwriting see Rajan (1996) .
owned subsidiaries lower than those underwritten by securities houses. Both the studies mentioned above provide evidence from the debt issues market. Given that equity issues are more information sensitive than debt issues, it is reasonable to expect investors to price the conflict of interest in equity issues as well.
The perception of conflict of interest may force banks to underwrite high quality securities as evidenced by the lower default probabilities of bank underwritten issues prior to the passage of Glass-Steagall (see Kroszner and Rajan (1994) , Ang and Richardson (1994) and Puri (1994) ), engage in private placement to institutional investors or avoid the conflict of interest problem altogether by underwriting securities of firms with whom they have no lending relationship (see Hamao and Hoshi (1999) ).
Alternatively, to the extent that the perception of conflict of interest imposes a cost on banks as it may undermine banks' abilities to compete in the market for underwriting, economic theory suggests that, in competitive markets, banks should internalize these costs. That is, barring any internal control failures, banks should face incentives to credibly commit against opportunistic behavior to mitigate such perceptions. Examining bank underwriting in the pre Glass-Steagall years, Kroszner and Rajan (1997) find that the higher risk premium imposed by the market on internal department issues led to banks housing their securities activities in a separately incorporated affiliate with its own board of directors, and that issues underwritten by the securities affiliates obtained higher prices. Thus banks voluntarily evolved to choosing an organization structure to credibly commit against opportunistic behavior.
In the modern era we document that when banks face perceptions of conflict of interest when underwriting securities, they predominantly co-manage the issue with a reputable nonlending lead manager. We interpret this observed pattern in syndicate structures as a commitment mechanism used by banks against perceptions of opportunistic behavior. The argument is essentially a "co-branding" one -co-managing with an independent, high reputation underwriter provides effective certification of the issue (and credibly mitigates the perception of conflict of interest) on account of the reputation capital of the lead underwriter.
To better understand the argument, consider the institutional features associated with syndicate formation in an offering. The process of raising capital for a firm starts with the selection of an investment banker to "lead" the issue. The chosen investment banker usually "manages" the eventual underwriting. by bringing the issue to an independent lead manager, in turn accepting a co-manager role in the syndicate for originating the issue. The advantage of such an arrangement is that the commercial bank obtains credible certification of the issue through an independent lead manager without sacrificing its cost advantage in providing underwriting services. The independent lead manger's reputation serves to credibly commit against perceptions of taking advantage of investors, as now the lead manager's reputation is on the line. Benefits accrue to the independent lead manager and the bank co-manager from the added publicity and fees from doing another deal. 
Sample Construction
In this study we focus only on equity issues. The reasoning behind our focus is that equity is the most information sensitive among all public securities, and hence subject to high potential for conflict of interest. The need for credible commitment, and hence our probability of observing such mechanisms would therefore be more pronounced for equity issues, compared to other publicly issued securities.
6 The "co-manager" originates the issue along with the lead manager, but does not manage the syndicate or "run the books". 7 Another source of competitive advantage may be the adverse selection problem associated with a loan client firm switching to an independent underwriter, thereby enabling the commercial bank to hold the client firm captive. Nevertheless, once a commercial bank decides to underwrite the firm's offering, it still faces the conflict of interest problem.
The sample for this study consists of only Seasoned Equity Offerings (SEOs). Although it would have been interesting to include Initial Public Offerings (IPOs), the number of IPOs where the underwriting bank had a lending relationship with the issuing firm was not large enough to construct a meaningful sample. 9 Hence IPOs were not included in the study. Further prior to 1994 we did not observe a significant number of SEOs underwritten by banks either.
Hence, in order to construct the sample for our study we started with the set of all firm commitment SEOs for the years 1994 through 1997. Data on the date of issue, name of issuer, underwriting syndicate structure and offering terms of our sample of SEOs were obtained from EQUIDESK. We were able to obtain a total of 2317 SEOs across all years that had adequate details of the issue to be included in the sample.
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A year-by-year breakdown of SEOs in the sample is provided in Table 1 .
Since the focus is on bank underwriting, we next classified all issues in the sample based upon the identity of the underwriter. An issue was classified as 'bank' underwritten, if a section 20 subsidiary of a bank holding company was the lead manager and/or the co-manager of the issue. 11 All other issues were classified as 'non-bank' underwritten issues. Based on this classification scheme, 300 issues were identified as bank-underwritten issues. A year-by-year breakdown of the number of bank underwritten and non-bank-underwritten issues is provided in Table 1 . As Table 1 indicates, the number of bank-underwritten issues steadily rises from 27 in 1994 to 158 in 1997. The pattern of increase in bank involvement in seasoned equity offerings is exponential, with the number of issues underwritten almost doubling every year over the previous year. Gande et. al. (1999) document a similar pattern in both equity as well as in debt underwritings by section 20 banks.
As the potential for conflict of interest arises when the underwriter has a lending relationship with the issuing firm, our next step was to identify the lending relationships for all the issuing firms. 12 We used Loan Pricing Corporation's (LPC) Dealscan database to determine 8 Chen and Ritter (2000) report that the lead manager receives 20% of the gross spread as management fees which the manager splits on a negotiated basis with the co-managers. 9 In the years 1994 to 1997, although the number of IPOs underwritten by banks was 157, the number of IPOs underwritten by lending banks was only 16. Of the 16 issues, lending banks co-managed 15 and lead managed 1 issue. From 1990 (when banks were granted equity underwriting powers) to 1993, we observed just a handful of bank underwritten IPOs. 10 Excluding offerings by non-U.S. corporations, closed end fund offerings, real estate investment trusts, financial firms and utilities, American Depository Receipts and unit offerings, has no material effect on the results of this paper. 11 Data on section 20 subsidiaries and their parent bank holding company was obtained from the Board of Governors of the Federal Reserve System. 12 Although the potential for conflict of interest arises when a bank lends to and underwrites securities for the same firm, an added dimension of this conflict of interest is when the purpose of the security issue is to repay the debt owed to the underwriting bank. However, we were not able to identify even a single issue with the stated purpose of repaying bank debt in our sample of lending and underwriting bank issues. While the ability to have such issues in our sample would have explicitly provided us cases where the the presence of a lending relationship.
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A firm was classified as having a lending relationship with the underwriting bank if the lending parent of the Section 20 underwriter was either the sole lender on a loan or a "lead" lender in a syndicated loan that was outstanding to the issuing firm as of the day the issue was registered with the Securities Exchange Corporation (SEC). 14 Of the 2317 issues in our sample, we identified lending relationships with banks for 1170 issues through LPC. 15 Of the sub-sample of 300 bank underwritings, we were able to obtain 50 issues for which the issuing firm had a lending relationship with the banking parent of the Section 20 underwriter.
The annual breakdown presented in Table 1 indicates that a majority of the bank lending and underwriting issues are from the years 1996 and 1997 (40 out of the 50 issues). Table 2 provides the descriptive statistics of the sample under study. The average market capitalization of the issuing firm in our sample is $829.7 million while the average size of the equity issue is $95.8 million. The classification of the sample into issues that were underwritten by banks and those that weren't reveals some interesting facts. The average issue size for a bankunderwritten issue is $150 million while the average issue of a non-bank underwriting is $87.7 million. The difference is statistically significant at the 1% level. Similarly, the average market capitalization of bank-underwritten firms ($1215.4 million) is significantly higher than the market capitalization of non-bank-underwritten firms ($773.61 million). The trend of banks underwriting larger equity issues is in contrast to debt issues. Gande et. al. (1997) provide evidence that banks in general bring to market a greater proportion of smaller debt issues when compared to investment banks. One possible reason for this contrasting trend in the case of equity issues might be due to high information sensitivity of equity issues. Consequently, banks choose to underwrite larger firms (and larger issues), which typically have lesser information asymmetry problems relative to smaller firms in the market.
The mean underpricing for bank-underwritten issues is 2.17% while that for non-bank underwritten issues in 2.96%. While the difference in means is statistically significant, the median values for underpricing show no statistical difference across the subsamples. Gross spreads are however lower for bank underwritings compared to non-bank underwritings both in terms of means (4.86% compared to 5.22%) and in terms of medians (5.0% compared to 5.25%).
potential for moral hazard exists, it is important to note that the adverse selection (cherry picking) problem still characterizes the bank lending and underwriting sample. 13 The Dealscan database comprises information about loans over $100,000 in size to firms filing SEC 13Ds, 14Ds, 13Es, 10Ks, 10Qs, 8Ks, and S-series (registration) filings. The database consists primarily of publicly held companies and privately held companies with public debt outstanding. 14 In loan syndication a bank is classified as a "lead" lender if it retains primary administrative, monitoring and contract enforcement responsibilities. A lead lender typically retains the largest stake in the loan. Lead lenders are identified from the LPC Dealscan database if the bank's role in the syndicate is characterized by titles such as arranger, co-arranger, administrative agent, agent or co-agent. 15 The potential for bias created by the use of LPC in identifying lending relationships is discussed in section 5.2. 
Results
We present our results in three subsections. The first subsection document the patterns in the syndicate structure of bank-underwritten issues and the associated tests of differences between the lending and non-lending subsamples. The second subsection explores the relationship between syndicate structure and issue pricing to determine whether the market perceives the use of syndicate structure as a credible commitment mechanism. Establishing the relationship allows us to control for the credible commitment mechanism and hence examine whether investors price the conflict of interest in bank lending and underwriting issues. The third subsection examines the relationship between gross spreads and syndicate structure. The intent here is to determine whether bank underwriters compensate for entry discounts offered in pricing through higher spreads, and consequently ascertain the robustness of syndicate structure as a credible commitment mechanism. Table 3 , Panel A provides the annual breakdown of the bank-underwriting sample by syndicate role. Of the 265 issues where the underwriting bank has no lending relationship with the issuing firm (bank "no-lend" issues), the bank assumes a co-manager's role in 169 (64%) of them. 16 In contrast, of the 50 issues in which the underwriting bank has a lending relationship with the issuing firm (bank-lend issues), the bank assumes a co-manager's role in 42 (84%) of them. To test whether these proportions are statistically different, we perform a chi-square test of homogeneity. whether the population proportion of co-managed to lead managed issues for bank-lending issues is statistically greater than the same proportion for the bank non-lending issues. The chi-squared statistic obtained is 14.15, which is greater than the one-tailed critical value of 6.635 at 1% level. 17 Thus, the test indicates that when a potential for conflict of interest exists, banks tend to co-manage the issue with an independent lead manager.
Syndicate structure
It is possible that what we observe from the test of proportions -that lending banks predominantly co-manage their issues compared with non-lending banks, is a "second order" effect driven by the inability of banks to lead manage in general. Banks, by virtue of being new entrants into the underwriting business may not have the reputational capital or the distributional capabilities to lead manage an issue. A cursory look at our data however does not support this conjecture. Banks lead-manage 104 of the 300 issues they are involved in for our sample years.
Nevertheless, we control for a bank's ability to lead manage and examine whether the presence of a lending relationship is related to banks co-managing the issue through a logit specification. We control for a bank's ability to lead manage an issue through two proxies -one for its reputational capital, BANKREP, and the other for its distributional capabilities, RELOFFSZ. BANKREP is computed as the seasoned equity market share of the bank underwriter in the year prior to the offer, while RELOFFSZ is computed as the ratio of the dollar value of the offer to the issuing firm's market capitalization on the day prior to the offer.
In our logit specification, the dependent variable takes on the value of 1 when the commercial bank is a lead underwriter and 0 otherwise. The independent variables are RELOFFSZ, BANKREP and a binary variable LEND, which takes on the value of 1 if the bank underwriter has a lending relationship with the issuing firm and 0 otherwise. The independent variable coefficients and their standard errors obtained through maximum likelihood estimation are presented in Table 4 . The coefficients on the RELOFFSZ and BANKREP variables are not significant but their signs are in the expected directions. The negative coefficient on RELOFFSZ variable suggests that larger issues are co-managed by banks and the positive coefficient on the BANKREP variable suggests that higher reputation is associated with banks lead managing the issue. The LEND variable is however a statistically significant (at the 1% level) -1.280, indicating that the main factor determining whether a commercial bank will act as a co-manager in the firm's underwriting is the presence of a lending relationship with the firm, corroborating our result from the test of proportions. 18 Controlling for the size of the issue and the reputation of the lead underwriter, the odds of the commercial bank being a co-manager as opposed to a lead manager increase by 72% if the commercial bank were to have a lending relationship with the issuer.
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17 We ran the test excluding the issues in which banks appeared as both lead and co-lead managers. The results were qualitatively unchanged. 18 We ran the logit including industry dummies (2 digit SIC codes). The results were materially unchanged. 19 {Antilog (-1.280) -1} = -0.72
Thus far, we have established that banks assume a co-manager role alongside an independent lead manager in greater proportions when they have a lending relationship with the issuing firm than when they don't. However for such a syndicate structure to be credible, they would have to co-manage alongside high reputation lead underwriters, because it is the reputation capital of the lead underwriter that provides the co-branding required to certify the issue. We investigate this issue in two ways -by examining the market share (a cardinal proxy for reputation) and the league rankings (an ordinal proxy for reputation based on market share) of lead managers that banks co-manage with. Table 5 , Panel A presents the mean market shares of the lead managers that banks comanage with for both the lend and no-lend subsamples. 20 The mean market share of the lead managers that banks co-manage with when they don't have a lending relationship with the issuing firm is about 7%, while the corresponding number is 8.64% when they do have a lending relationship with the issuing firm. The difference in the means is statistically significant (onetailed test) suggesting that banks co-manage with more reputable lead managers when they have a lending relationship. The empirical analysis thus far reveals that there are systemic differences in the syndicate structures of bank underwritten issues depending on whether the underwriting bank has a lending relationship with the issuing firm or not. Lending banks co-manage a higher proportion of their issues with high reputation underwriters when compared to non-lending banks. 20 The market share number used for a lead underwriter of an issue in the sample is the previous year's market share as reported by SDC in the league tables for the issuing year.
Syndicate structure and issue pricing
We next examine whether syndicate structure, where independent certification of the issue is obtained by co-managing with a non-lending underwriter, is perceived to be credible by investors by examining the pricing of security issues. Issue pricing is studied by examining the extent to which the offer price is underpriced relative to the close price on the day of the offer.
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We compute a measure of issue pricing (underpricing), UNDPRC as the return from buying at the offer and selling at close on the offer day. We also computed an alternate measure of the issue discount -the return from buying at the pre-offer close price and selling at the offer price. The results from the use of this alternate measure of underpricing are qualitatively similar to the results using UNDPRC. Hence, we present only the results associated with the UNDPRC measure of the issue discount. Panel B of the table segregates the bank-lending sample by the syndicate role of the underwriting bank. The mean underpricing of the issues in which the underwriting bank assumes a lead manager's role is 4.1%. In contrast the mean underpricing of the co-managed issues is 1.3%. A t-test of whether the mean for the lead managed issues is greater than mean for the comanaged issues yields a t-statistic of 2.087, which is statistically significant at the 5% level.
Univariate tests
The results from Table 6 provide preliminary evidence that mean issue discounts are lower if the bank lends and co-manages the underwriting as opposed to when it lends and lead manages the underwriting. Further, no pricing difference in the pricing is observed between the lead and co-managed subsamples when the bank has no lending relationship with the issuing firm. This finding is suggestive of the market credibly perceiving the use of syndicate structure as a commitment mechanism in the presence of conflicts of interest. However, as univariate tests 21 Issue underpricing is a standard metric used to study issue pricing (for example see surveys of initial public offerings by Ibbotson and Ritter (1995) or for seasoned offerings by Eckbo and Masulis (1995)).
do not control for other factors that affect issue underpricing, we run multivariate tests through regressions. Table 7 presents the results of our regression analysis. The coefficients for all the independent variables are obtained from ordinary least-squares estimation. In order to mitigate problems associated with heteroskedasticity, White's correction was employed in the estimation process. The dependent variable in all the regressions is the issue discount (UNDPRC) computed as the return from buying at the offer price and selling at close on the day of the offer.
Multivariate tests
As a base case, in regression I, we regress the issue discount on the relative offer size (RELOFFSZ, computed as the ratio of the dollar value of the offer to the issuing firm's market capitalization on the day prior to the offer), the size of the firm (LNMKT, computed as the natural logarithm of the market capitalization of the issuing firm on the day prior to the offer), a market share measure of underwriter reputation (UNDREP, computed as the seasoned equity market share of the lead underwriter in the year prior to the offer), and a dummy variable, BANK that signifies whether the issue was underwritten by a bank. Relative offer size is included to control for price pressure effects due to the new supply introduced in the market through the offering.
Firm size is included to control for existing information about the firm (the degree of information asymmetry). Underwriter reputation is included to control for the certification provided by the underwriter. All these three variables have been shown to affect issue pricing. 22 Year dummies are added to control for unspecified market factors that may affect issue pricing (for example, hot and cold markets for new issues). The coefficient on the firm size and underwriter reputation variables are negative and statistically significant at conventional levels, suggesting that larger issues underwritten by high reputation underwriters suffer smaller underpricing. The size of the offer does not seem to impact the underpricing. The year dummies, which capture incremental underpricing over the year 1994, are all positive and statistically significant except the dummy for the year 1997, possibly capturing year specific idiosyncratic effects. In this specification, the BANK dummy variable captures the marginal pricing differences, if any, between banks underwritten issues (as lead and/or co-managers) and investment bank underwritten issues. The coefficient on the dummy is -0.0009 and is not significant at conventional levels. This suggests that there are no pricing differences between bank-underwritten issues and non-bank (investment bank) underwritten issues after controlling for other factors that affect issue pricing.
Given that the potential for conflict of interest arises when banks lend to and underwrite for the same firm, in regression II we add a dummy variable LEND, that takes on the value of 1 when the issuing firm has a lending relationship with the underwriter. 23 The dummy variable LEND captures the marginal pricing differences, if any, between firms that have a lending relationship with the bank-underwriter and those that don't. The coefficient on the LEND dummy is 0.007, and is not significant at conventional levels. This would seem to suggest that after controlling for other determinants of issue pricing, the presence of a lending relationship with the bank-underwriter is not perceived to be representative of a conflict of interest faced by the underwriter, and is hence not priced by investors. However, it would also be consistent with the explanation that, bank-underwriters anticipate that the presence of a lending relationship would convey perceptions of conflict of interest, and hence take actions to credibly commit against such perceptions, mitigating the lemons discount that would otherwise be levied by investors.
To distinguish between the alternative explanations above, we run regression III, where we model to isolate the effect of a lending relationship (conflict of interest) from that of the commitment mechanism on issue pricing. Regression III is similar to regression II except for the inclusion of a dummy variable LEND&COM, which takes the value of 1 if the underwriter has a lending relationship with the issuing firm and is a co-manager of the issue, and 0 otherwise. Thus in this specification the LEND variable is associated with issues lead managed by banks which have a lending relationship with the issuer and can be interpreted as a "conflict of interest" variable. Its coefficient would capture the additional underpricing (if any) associated with bank underwriting due to the presence of a lending relationship (the "lemons" discount). The dummy variable, LEND&COM, can be interpreted as the "commitment mechanism" variable, and its coefficient would provide a measure of the difference in issue discount between "lend-lead" issues and "lend-co-manage" issues. The coefficient on the LEND variable is 0.0397 and it is significant at the 5% level, while the coefficient on the LEND&COM variable is -0.0375 and it is significant at the 5% level. The positive and significant coefficient on the LEND variable suggests that investors perceive the presence of a lending relationship to be associated with conflicts of interest and levy an additional 4% (approximately) "lemons" discount on issues lead managed by the lending bank. The negative and significant coefficient on the LEND &COM variable suggests that when banks that have a lending relationship with the issuing firm credibly commit against opportunistic behavior by co-managing with an independent lead manager, the "lemons" discount is almost neutralized.
Based on the results of regression III, it would be premature to conclude that syndicate structure is a credible commitment mechanism unless we establish that no pricing differences 23 Note that a lending relationship with the underwriter exists only if the underwriter is a bank. We checked to see if any of the investment banks in our sample had any outstanding loans (like a bridge loan) with firms they underwrote. We did not find any. Bank underwriters, however, may not have a lending relationship with the issuing firm.
exist between the lead and co-managed subsamples for the bank-no-lend sample. We therefore run regression IV. Regression IV is similar to regression III, except that the LEND dummy is replaced by a NOLEND dummy and the LEND&COM dummy is replaced by a NOLEND&COM dummy. The NOLEND dummy takes the value of 1 when the bankunderwriter has no lending relationship with the issuing firm and 0 otherwise. The NOLEND&COM dummy takes the value of 1 when the bank-underwriter has no lending relationship with the issuing firm and is a co-manager of the issue and 0 otherwise. The NOLEND&COM dummy thus captures the difference in the issue discount between lead managed and co-managed issues for firms that have no lending relationship with the underwriting bank. The coefficient on the NOLEND&COM dummy is 0.004 and is not significant at conventional levels. Thus when issuing firms have no lending relationship with the underwriting bank, there are no pricing differences in the issues whether they are lead managed or co-managed by the bank.
The results of regressions I, II, III and IV taken together suggest that the presence of a lending relationship between the firm and the underwriter is associated with investor perceptions of conflict of interest. When underwriting banks commit against such perceptions by comanaging the issue of a firm with an independent lead manager, investors reward the issue with a higher price. When no perceptions of conflict of interest exist (no lending relationship), the underwriting bank's role in the syndicate is not priced in the market.
Underwriting spreads
The total cost of issuing securities for a firm is the sum of the issue underpricing and the spread paid to the underwriter. Our contention that syndicate structure serves to credibly commit against perceptions of conflict of interest would be suspect if lead managing banks charge lower spreads to compensate for the higher underpricing relative to co-managing banks. 24 We examine this possibility next. for the no-bank lending but underwriting sample (4.97%). The difference of 0.69% in the gross spreads between the two subsamples is significant at the 1% level.
Univariate tests
To test whether lending banks subsidize spreads to compensate higher underpricing when they lead manage issues, in panel C of the table, we further segregate the bank-lending and underwriting sample by the bank's role in the underwriting syndicate. The gross spreads for the issues where the bank assumes the co-manager's role is 4.31%, while the gross spread for the issues where the bank assumes the lead manager's role is 4.17%. The difference between the two sub-samples of 0.14% is not significant at conventional levels.
The univariate results suggest that bank underwritings in general have lower spreads than non-bank underwritings. Within the bank-underwriting sample, lower spreads are observed for only those issues wherein the issuing firms have a lending relationship with the underwriter.
Within the bank-lending sample, no difference in the spreads is observed between issues lead or co-managed by the bank. While the results presented above are suggestive of banks enjoying lending related advantages, they are not indicative of banks charging lower spreads to compensate for higher underpricing associated with lead managing issues. We investigate this issue further in a multivariate context accounting for factors that influence gross spreads. Table 9 presents our regression results on gross spreads. All regressions are ordinary least square regressions adjusted for heteroskedasticity using White's correction. As a baseline case, we run regression I where the dependent variables are issue size (OFFSIZE) and a dummy, BANK, which takes on the value of 1 if a bank underwrites the issue. We control for offer size in our regression as gross spreads and offer size tend to be inversely related due to scale economies associated with raising funds in the capital markets. The coefficient on the issue size variable is negative and significant indicating that gross spreads are indeed inversely related to the size of the offering. The coefficient on the BANK variable is -0.099 and is significant at the 10% level.
Multivariate tests
Thus bank-underwritten issues have lower spreads even after controlling for the size of the issue.
It is conceivable that banks could use their lending related advantage over investment banks to subsidize underwriting services. One possible avenue for providing these subsidies is in the form of lower underwriting fees. In order to control for this effect, in regression II we introduce a dummy variable LEND. The variable LEND takes on a value of 1 if the bank has a lending relationship with the issuing firm and 0 otherwise. Introducing the LEND variable causes the BANK variable to become insignificant. This implies that there is no difference in the underwriting spreads between commercial banks and investment banks when the commercial bank has no lending relationship with the issuing firm. The coefficient on the LEND variable is -0.363 and is statistically significant at the 1% level. Thus, the decrease in bank-underwritten spreads, observed in regression I, is primarily driven by the sub-sample of issues wherein the bank has a lending relationship with the issuer.
In order to test whether lending banks charge lower spreads to lead manage the issue relative to co-managing the issue, in regression III, we add a dummy variable LEND&COM to the regression II specification. LEND&COM takes on a value of 1 when the bank has a lending relationship and co-manages the issue and 0 otherwise. The LEND&COM variable thus captures the marginal difference in the gross spreads (if any) between issues lead managed and comanaged by the lending bank. The coefficient on the LEND&COM variable is 0.228 and statistically insignificant indicating no difference in spreads between lead and co-managed lending bank issues.
Thus the presence of a lending relationship does seem to provide benefits in the production of underwriting services perhaps from the reusability of information generated through the lending relationship. The reduction in gross spreads from being underwritten by a lending underwriter is 36 basis points (the coefficient on the LEND variable from regression II).
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However, the reduced gross spread does not compensate for the higher underpricing in bank lead managed issues relative to bank co-managed issues controlling for the presence of a lending relationship. Thus the benefit in the form of lower total costs of the issue (through lower underpricing and not lower gross spreads) is achieved only when the underwriting bank can credibly commit against the perception of conflict of interest associated with the lending relationship.
A Robustness check -LPC sample bias
In the analysis thus far we have assumed that if we didn't find any outstanding loans for an issuing firm through LPC, then the firm had no lending relationships with any bank. 26 This assumption could potentially bias our results if we misclassified some firms as not having any outstanding loans, when they actually did. We believe that the bias is negligible for two reasons.
First, banks tend to underwrite equity issues for large firms (the mean market capitalization of 25 Thus for an average $87.7 million issue by an investment bank, the savings in spread would be $315,720 if the issue had been underwritten by a lending bank. 26 LPC includes only loans that are in excess of $100,000 bank underwritten issues is $1215.4 million). Since LPC identifies loans made to large firms, the probability that a bank-underwritten issue was not identified correctly as having a lending relationship through LPC should be low.
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Second, even if certain issues were incorrectly classified as not having a lending relationship with the underwriter, this misclassification should bias our tests against finding significant differences for the lending samples, compared to the nonlending samples in both the underpricing and gross spread regressions.
Nevertheless, as a robustness check, we repeat all our analyses by restricting our SEO sample to only those issuing firms that we could identify as having loans from LPC. 28 For these 1170 firms, we can be certain of the presence of a lending relationship with the underwriting bank. Table 10 presents the results of the regressions on underpricing while Table 11 presents the results of the regressions on gross spreads. The results from this restricted sample of issues qualitatively mirror those obtained using the original sample of issues. Most importantly, in regression III of Table 10 , the LEND variable is a statistically significant 0.035, indicating that issues lead managed by lending banks suffer a lemons discount due to perceptions of conflict of interest. Additionally, the LEND&COM variable is a statistically significant -0.035 suggesting that when lending banks credibly commit against perceptions of opportunistic behavior by comanaging the issue with an independent lead manager they obtain a higher price (lower underpricing) neutralizing the lemons discount that would be otherwise imposed if they were to lead manage the issue. The insignificant variable NOLEND&COM in regression IV of Table 10 suggests that such a pricing difference is not observed when the firm has no lending relationship with the underlying bank (no conflict of interest). In the gross spread regressions of Table 11, both the LEND and LEND&COM variables (regression III) are insignificant, suggesting that the lower spreads do not compensate for the higher underpricing observed with bank lend and lead managed issues.
Conclusion
The perception that commercial banks face a conflict of interest when they lend to and underwrite for the same firm impairs their ability to offer underwriting services (effectively certify the issues they bring to the market). We show that banks through their choice of syndicate role credibly commit against opportunistic behavior improving their effectiveness in the 27 The mean market capitalization of the issuing firms identified as having a lending relationship through LPC is $967.9 million. The corresponding value for firms that we couldn't identify any lending relationships through LPC is $681.4 million. The difference is statistically significant at the 5% level.
underwriting market. By co-managing an issue of a firm they lend to with another high reputation, non-lending underwriter, banks obtain independent certification (and hence higher prices) of the issue. The additional advantage of such a syndicate arrangement is that the potential advantages associated with having a lending relationship (due to information reusability) can be realized as evidenced by lower gross spreads on bank underwritten issues relative to investment banks. The broader implication of this finding is that private market solutions do exist to potential conflicts of interest and that regulatory concerns about market failure or naïve investors associated with Glass-Steagall relaxations are unsubstantiated. Offer size is the dollar value of the equity offering reported in the table in millions.
Underpricing is computed as the return from buying at the offer price and selling as of close on the day of the offer Gross spread is the sum of the underwriting fee, management fee and selling concession per share divided by the offer price.
Values reported in the 
TABLE 4: Bank Underwriting and Syndicate Role -Logit Estimation
A commercial bank underwriting is defined to be one where the Bank Holding Company's Section 20 Security affiliate assumes the role of either a lead manager, joint lead manager (if more than one lead manager) or co-manager of the issue. If the parent Bank Holding Company of the Section 20 subsidiary underwriting the issue has a sole or lead lending relationship (if the loan is syndicated) with the issuer as of the date the issue is registered with the SEC, then the issue is classified as a bank lending and underwriting issue. The lead manager of an issue takes the lead in managing the syndicate, dealing with the issuer and running the books. A co-manager of an issue, along with the lead manager, is responsible for originating the issue. Bank Underwriters are classified as lead managers or co-managers based on underwriter classification in the Securities Data Corporation new issues database.
The dependent variable is a dummy that takes on the value of 1 if the commercial bank is a lead manager of the issue and 0 otherwise. Independent variables: RELOFFSZ: Relative offer size, measured as the ratio of the dollar value of the offer to the issuing firms' market capitalization as of close on the day prior to the offer. BANKREP: Bank underwriter reputation, computed as the market share of the bank underwriter in the market for seasoned equity offering in the year prior to the offer. LEND: A dummy variable, which takes on a value of 1 if the underwriting bank has a lending relationship with the issuing firm; 0 otherwise. If the lead bank underwriting the issue also has a lending exposure with the issuing firm, then the issue is classified as "lend-lead". If the underwriting bank is a co-manager of the issue and has a lending exposure with the issuing firm, then the issue is classified as a "lend-co-manage". If the lead bank underwriting the issue has no lending exposure with the issuing firm, then the issue is classified as "no lend-lead". If the underwriting bank is a co-manager of the issue and has no lending exposure with the issuing firm, then the issue is classified as a "no lend-co-manage".
Issue underpricing (undprc) is measured as the return from buying at the offer price and selling at the close price on the day of the offer. If the lead bank underwriting the issue also has a lending exposure with the issuing firm, then the issue is classified as "lend-lead". If the underwriting bank is a co-manager of the issue and has a lending exposure with the issuing firm, then the issue is classified as a "lend-co-manage". Gross spread (GSPREAD) is the sum of the underwriting fee, management fee and selling concession per share divided by the offer price. The dependent variable is the issue underpricing (undprc) is measured as the return from buying at the offer price and selling at the close price on the day of the offer.
Independent variables: RELOFFSZ: Relative offer size, measured as the ratio of the dollar value of the offer to the issuing firms' market capitalization as of close on the day prior to the offer. OFFSZ: The dollar value of the offer. LNMKT: Natural logarithm of the market capitalization of the issuing firm as of close on the day prior to the offer. UNDREP: Underwriter reputation, computed as the market share of the lead underwriter in the market fro seasoned equity offering in the year prior to the offer. BANK: A dummy variable, which takes on the value 1 if the issue is underwritten by a bank,; 0 otherwise. LEND: A dummy variable, which takes on a value of 1 if the underwriting bank has a lending relationship with the issuing firm; 0 otherwise. NOLEND: A dummy variable, which takes on a value of 1 if the underwriting bank does not have a lending relationship with the issuing firm; 0 otherwise. LEND&COM: A dummy variable, which takes a value of 1 if the underwriting bank is a co-manager of the issue and has a lending relationship with the issuing firm; 0 otherwise. NOLEND&COM: A dummy variable, which takes a value of 1 if the underwriting bank is a co-manager of the issue and does not have a lending relationship with the issuing firm; 0 otherwise. 
